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At this time of the year, when plans for the new business year are 
under active consideration, it seems appropriate to present some phases 
of business budgeting procedure. While it is probably true that definite 
planning ahead can be undertaken better in some businesses than in 
others, it is equally true that some phases of all businesses lend them- 
selves to the formulation of definite plans for future operation. None 
leads a complete day-to-day existence. None exists in which something 
of the future cannot be foreseen with sufficient clearness to make plans 
for eventualities. The clearer the future vision, the greater the likeli- 
hood of formulated plans cutting closely to the mark. 

The present publication deals with one of the major portions of the 
budget, viz., the production —~ = The material here presented was 
given as a paper before the March thirteenth meeting of our local 
chapter at Milwaukee. In reply to our request for biographical data, 
the author says: “I am a —— of Brown University, and have 
done graduate work at the University of Chicago, where I received 
a Master’s degree in business administration. My business experience 
includes two years in manufacturing and incidental professional work 
carried on in conjunction with teaching. Most of my time since 1922 
has been given to teaching and research in business organization. I am 
a Certified Public Accountant in Illinois and have taught ro omy 
at the University of Chicago for two years. During the past year 
have been teaching marketing. I have written various articles from 
time to time on the subject of budgeting. At present I am a member 
of the National Association of Advertising Teachers and The American 
Management Association.” 


PRODUCTION BUDGETING 


Before undertaking a technical discussion of production 
budgeting it is well that we define the term. Briefly, production 
budgeting involves two things: (1) Estimating and scheduling 
manufacturing costs; (2) Recognition of the inter-dependence of 
functional departments. 

The production budget is but a part, though in a sense the 
most important part, of the budget plan of the business as a whole. 
It of course frequently happens that a single schedule of operations 
can be used as a guide for both the sales and production depart- 
ments. In any event, obvious though it may seem, it is worth 
emphasizing that the relation between sales volume and production 
volume is so close as to necessitate detailed cooperation between 
the sales and production departments. Furthermore, the produc- 
tion department has not fulfilled its obligations to the business - 
until it has given the control division or financial executive an 
estimate of manufacturing cost to be used in conjunction with an 
income estimate received from the sales department to determine 
the profitableness of the proposed program and the financial outlay 
required of the treasurer. The first point to be stressed, then, is 
the importance of production planning to the executives of other 
departments and, conversely, the need for the support of other 
departments in scheduling production. 
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 & The question is frequently raised as to the extent to which the pre 
= budgeting of production may be carried as a practical proposition. per 
— In answer to such a question no generalizations seem to be possible on 
| at this time. It is possible that we may profit, however, by setting fai 
~g up an arbitrary classification of types of manufacturing enterprises adi 
&§ and discussing briefly the problem of budgeting with reference to to 
each type. The assumption will be made in each case that the bas 
&§ forecasting of sales volume and price can be accomplished with me 
§ reasonable accuracy and certainty. The only justification for such in | 
‘| an assumption is in the fact that we are concerned here with manu- the 
+ facturing procedure and not with the technique of business fore- duc 
casting. tha 
— Our simplest case is the producer of a single stock product adv 
&§ of few parts or ingredients. In a situation of this kind manufac- ac 
og turing processes are simple and are apt to be so automatic as to nee 
a reduce labor to a position of comparative unimportance. Raw in 
— materials are few and are consumed in known proportions. The con 
‘ situation is an ideal one for detailed planning, both of volume of § by 
-—§ output and of cost. 
&§ A second case is that of the producer of a single stock product situ 
.&§ of complex construction. The budgeting of production in this in- a f 
— stance usually involves more detail than in the first case and is bud 
_§ therefore more expensive. The problem itself is still relatively ma: 
— simple, however, and is largely one of co-ordinating known details. be 1 
y In the case of an assembled product the various parts of which are fro 
— manufactured and not purchased the budgeting of production for and 
o§ operating departments is much the same as though several or 
Gi many individual products were being manufactured. It is simpli- 
§ fied, however, by the fact that there are definite quantitative rela- 
&§ tionships between the various units or parts. 
- A third type of manufacturing enterprise is the business 
a number of different products for stock. A good 
ustration is the Dennison Manufacturing srt we producing 
— some 8,000 different stock items. (It also produces to — whi 
. order.) It will usually be found in this type of business t a usu. 
. relatively high A egg oy of the total volume of business is made acct 
up of a few products. In two different cases, for example, of plants is f: 
.&§ producing over 15,000 products it was found that over 70 per cent unu 
og of the sales were on approximately 500 products. It is not difficult men 
&§ to schedule the production of 500 products, nor does the clerical proc 
 &§ a nape involved add much to manufacturing cost. A plant in tive 
= dianapolis by budgeting the production of certain products in a the 
i situation similar to that outlined above effected a net saving in it be 
cost of 10 Admitting without argument 
.&§ the folly of detailed schedules for all products in certain situations, i 
: it should be emphasized that there is a place for production budgets mat 
_— if savings can be effected by scheduling only a part of total volume. into 
i The most difficult situation which an executive is called upon esti 
_§ to face in budgeting production is that found in a business produc- of e 
&§ ing a great variety of products entirely to special order. It is the 
&§ here that budgeting seems to many people to break down. But the | clea 
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problem is not always as hopeless as it seems. It frequently hap- 
pens that the manufacturer, although making a product only for 
one customer, secures “repeat” orders from that customer with 
fair regularity. In such a situation budgeting is possible, though 
admittedly not necessarily expedient. It is sometimes possible 
to consult the production plans of the customer and budget on a 
basis of the information thus secured. If, through financial induce- 
ment or otherwise, the customer can be persuaded to contract well 
in advance of delivery, so much the better. Assuming, however, 
the worst possible case, in which the accurate estimating of pro- 
duction requirements is impossible, it frequently is true, even here, 
that raw material and labor requirements can be planned to good 
advantage and with reasonable success. Though the products of 
a concern are many, the types of raw material and classes of labor 
needed in their production may be few. An iron foundry is a case 
in point. Finally, if detailed planning in terms of products is 
considered to be out of the question something can usually be gained 
by general planning in terms of tonnage, yardage, or even dollars. 

Having very briefly surveyed a number of typical business 
situations with reference to the problem of budgeting direction, 
a few remarks may now be made concerning the technique of 
budgeting. The discussion will be in two parts: (1) Budgeting 
manufacturing volume; (2) Budgeting production cost. It will 
be necessary here to talk concretely and somewhat arbitrarily, but 
from what has already been said it should be apparent that methods 
and procedures must be adapted to the individual case. 


The planning of manufacturing volume involves four things: 


1. Estimating the total to be produced in the budget period 
2. Scheduling production by months or similar periods 

8. Setting up budget control devices 

4. Enforcing or modifying estimates 


The question of responsibility arises at once, and is one about 
which few generalizations can be made. Three departments are 
usually primarily concerned, i.e., production, stock-records and 
accounting, and the question of defining the responsibilities of each 
is fraught with difficulties. In one large company which has been 
unusually successful with production budgeting, a separate depart- 
ment has been established, a part of whose function is to draft 
production estimates. The approval of the manufacturing execu- 
tives is, of course, secured before plans are made operative. When 
the drafting of estimates is left to a separate department, whether - 
it be accounting, stock-records or otherwise, a delicate organization 
ae results and a high degree of co-operativeness is essential. 

its absence conflicts are certain to appear. In preparing esti- 
mates the usual practice is to show expected production by months 
into the future, with certain provisions for revisions of monthly 
estimates at the beginning of each month. After final approval 
of estimates by the production department the responsibilities of 
the production and stock-records departments should be stated 
clearly. The former should be responsible for: 
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1. The execution of the budget according to schedule, or 

2. The prompt detection and reporting of development or 
prospective developments which will prevent the execution 
of budget plans. 

The stock-records department should be responsible for: 

1. Making available data on production, shipments and in- 
ventory upon which to base original production estimates 

2. Constantly watching inventories and reporting both short- 
ages and excesses to the proper authority 

8. Keeping records in such a way as to detect failure on the 
part of the production department to deliver into stock 
according to schedule 

4. Periodic reports on actual deliveries into stock compared 
with the budget and on inventory conditions. 


Nothing has so far been said concerning the length of the 
budget period. This will depend usually upon local factors, the 
situation in a company making telephone equipment, for example, 
being quite different from that of a concern producing plumbers’ 
supplies. It is sound policy in any business of a permanent nature 
to draft broad plans reacting several years into the future. In 
one case, plant expansion and rate of growth are planned from 
three to five years in advance. As far as detailed planning of 
manufacturing volume is concerned a method which has been found 
successful in a number of cases is to estimate the total annual 
production for each item a year in advance, but to schedule pro- 
duction only about three months ahead. On May 1, for example, 
the estimate for July is drawn up and approved. At the same time 
the estimate for June (approved on April 1) may be revised, if 
necessary. Whatever budget period is selected in a given case will 
depend upon the length of time over which reasonably accurate 
forecasting can be done and also upon the importance of planning 
in the particular case. If the business has a short production period 
and is such that expansion or contraction of capital, labor and raw 
material can be quickly effected, a long budget period may be 
unnecessary. If a business is highly seasonal, with but one selling 
season, planning on an annual basis is necessary. 

Manufacturing costs are usually of four classes: 


1. Materials 

2. Direct labor 

8. Controllable indirect expense 

4. Uncontrollable indirect expense. 

Estimating material costs involves two steps: (1) Estimating 
amounts to be purchased; (2) Estimating price. By working 
from production schedules and inventory records an analysis of 
matewinl requirements can be made. Applying price estimates to 


the results of this analysis will give estimated material cost for the 
period. It should be pointed out here that the budgeting of raw 
material purchases has several objectives, only one of which is 
the estimating of material cost of production. From the point of 
view of the business as a a > is important also to estimate 
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cash outlay for materials, purchase orders to be placed, and de- 
liveries into stock, in terms of products. Various important ad- 
justments are obviously necessary before all of this information 
can be obtained. The responsibility for the preparation and en- 
forcement of material estimates will rest largely upon the produc- 
tion and purchasing departments. Constant use must, of course, 
be made of the raw material inventory records. The center of 
control over raw materials is here, just as the center of control over 
finished goods is in the finished goods stock records. It cannot be 
over-emphasized that the materials budget is a standard of per- 
formance for the purchasing agent. Once he has acquiesced in 
the budget he should be expected to conform to it, both as to de- 
livery schedules and as to price. Only serious developments within 
or without the business which were unpredicted should be adequate 
ground for modification of estimates. 

If for any reason in a particular case the scheduling of pur- 
chases as outlined above is not thought to be practicable, other 
devices may be resorted to which will produce some of the benefits 
of budgeting. Statistical data on standard material content and 
cost per unit of product should, if possible, be made available. 
Estimating total material cost is thus simplified. If it can be done 
at reasonable cost, schedules should be prepared showing for each 
finished product the effect upon cost of production of changes in 
raw material cost. If such information is available it greatly ex- 
pedites the revision of the original budget of material cost. It 
also is useful in changing sales. prices. 

Direct labor costs may be estimated in one of various ways. 
The personnel policy of the firm will have much to do with de- 
termining the actual method to be followed. An analysis of the 
production schedules on a basis of direct labor per unit of product 
may be expedient. By calculating total labor hours for each type 
of direct labor and applying wage rates to the resulting totals, 
the total direct labor cost of the manufacturing program can be 
estimated. By making certain adjustments the estimate of cash 
outlay for direct labor and the employment program of the manu- 
facturing department may be drafted. 

If conditions are favorable an accurate estimate of direct 
labor cost can be simply worked out on a basis of payroll data. In 
certain cases payroll records supplemented by a consideration of 
future conditions will give fairly accurate results. The tabulation 
of standard labor costs per unit of product is worth considering as 
a means of estimating the labor cost of production. Such informa- — 
tion is seldom found in the records of business firms, but if its 
collection is not too expensive it is something well worth having. 
It is useful not only in budgeting, but also in estimating job costs 
and setting sales prices. It is sometimes possible to go even further 
and collect data showing the effect of changes in wage rates on 
total manufacturing cost. With such information available the 
function of pricing can be carried on far more effectively than 
otherwise. 

It is customary in business to use the term “overhead” to 
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refer to all items of cost not conveniently charged directly to the 
roduct. “Indirectness” is the only thing which these expenses 
ve in common. Standard overhead or burden rates are fre- 
—_ worked out for convenience in costing. These rates are so 


esigned as to cover all classes of indirect expense, and any amount 
which is unabsorbed at the end of the accounting period is usually 
charged to profit and loss. This amount is often considered to be 
some measure of the efficiency and econo ~ | of the production de- 
partment. The concern which follows such a practice as this is, 
of course, budgeting one element of manufacturing cost. But un- 
less the burden balance is supported by detailed expense analysis, 
it is difficult to see how a real budget control is being utilized. It 
is necessary in some way to distinguish between controllable and 
uncontrollable expense. A compromise method may be effected 
whereby the old single standard expense rate is used and is supple- 
mented by a system of estimates and reports showing individual 
expense items classified as between controllable and uncontrollable. 
Such a procedure would have the advantages of preserving the 
comparability of past data and would avoid the scrapping of old 
rates and the working out of new. By giving detailed expense 
analyses it would make it possible to “pin down” the responsibility 
for unabsorbed burden. 

Much can be said for the practice of working out two sets of 
burden rates, one to include controllable items of manufacturing 
expense, the other to include uncontrollable items. By so doing, 
we would have two accounts (in each department) with unabsorbed 
burden. The balance in the first would be a fair indication of the 
efficiency and economy with which the production department has 
turned out its actual production volume; the balance in the second 
would be a fair indication of the cost of idleness. It is, of course, 
not implied that such a plan would work perfectly and without 
the aid of human judgment and interpretation. We are on thin ice 
when we discriminate glibly between controllable and uncontroll- 
able expense. But it is thought that in controlling manufacturing 
expense we are trying to control two different things, expense on 
the one hand, plant idleness on the other. We should recognize 
this fact in the accounts. 

To summarize, a complete system of production budgeting 
would involve: 

1. An — of manufacturing volume, in physical units of 

outpu 

2. An estimate of raw material requirements, in physical units 

and in terms of cost 

8. An estimate of direct labor requirements, in terms of human 

units and in terms of cost 

4. Estimates of manufacturing expense, preferably distin- 

guished as between controllable and uncontrollable ex- 
pense. 
By combining estimates it is possible to estimate the total cost 
of the manufacturing program and compare that cost with es- 
timated income from sales. The desirability of the proposed 
program can then be passed upon intelligently. 
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